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'WgldOQ Of LmB Smi" lata

This ex parte statement is a response to a discussion between the

Ameritech Operating Companies (AOCs) arid the Commission staff regarding

the use of fully distributed cost (FDC) as a means to evaluate the reasonableness

of rates for UDB service. In this statement, the AOCs propose a different method

of determining the reasonableness of liDB service rates which allows carriers to

set rates based on market information and also ensures that the services rates will

cover relevant costs.

In Transmittal No. 575, the AOCs provided the Commission FDC

information regarding its liDB service rates. See Transmittal No. 575, Basis of

Ratemaldng pp. 6-8, Appendix 1. More importantly, however, the AOCs also

explained that the FDC method was arbitrary especially when applied to liDB

service, and therefore should not be used to evaluate whether UDB rates are

reasonable. This fact is clear when the Commission reviews the impact of the

FDC method on the liDB service rates filed by all the local exchange carriers

(LECs).

The AOCs propose that the rates for new services be based on customer

and market data, including demand for the service at various potential prices,

and on comparisons of charges for alternative services. The proposed rates for

new services would also be compared to the directly assigned incremental costs

of the new service to ensure that all incremental costs of the service are recovered

through rates.

This method for determining rates is consistent with the Commission's

rules for flexible cost based pricing.1 Services rates will cover costs and the

1Set AmtrIIltnmts cfPm 69 Re/Qting 10 1M CrIllJtion cfAcctSS Chilrge Subelemtrtts II1Ul Policy II1Ul
Rules Concerning RRttfor Domirumt Olrrim, 6 FCC Red. 4524 (1991), rtC01I. 7 FCC Red. 5510 (1992).



amount of the overhead assigned to the new service will vary depending upon

customers willingness to pay for the new service.2 In this case, LIDB service rates

will be based on the prices of alternative services available and customers'

willingness to pay for validation service provided that the AOCs cover their

incremental costs and some overhead costs. Thus, the amount of overhead to be

assigned to LIDB queries will be driven on the customers' willingness to pay for

validation service, rather than a comparison to the mechanical FDC cost

allocation process.3

In this regard, the AOCs have already demonstrated the reasonableness of

their proposed LIDB service rates. At the time the AOCs filed their LIDB tariff,

the major non-LEe validation service provider, which licensed the AOCs' and

other LECs' data, charged $0.038 per validation. The AOCs established their

LIDB validation rate at $0.03 per validation. The AOCs' service is a direct

substitute for the alternative validation service. In addition, customers may use

their Mastercard and VISA cards for telephone calls, resulting in charges to the

interexchange carriers of approximately $0.06 per transaction for linkage and

authorization, equivalent to the LIDB query. See Appendix 2. Thus, the AOCs'

LIDB service rates are reasonable when compared to alternative services. And,

based on the direct cost information, the service rates recover all incremental

costs as well as a sufficient amount of overhead.

A different type of competitive situation exists between the AOCs and US

Intelco/lndependent Telco Networks' (US Intelco) validation services.

2 6 FCC Red. at 4531 , 44. In that order, the Commillion Nid, "[o]nce the direct costs have been
identified, LECs wiD add an appropriate level ofoverhead costs to derive the overall price of a
new service. To provide the flexibility needed to achieve efficient pricing, we are not mandating
uniform loading, but DOCs will be expected to justify the loading methodology they select as well
as any deviations from it"

3Comparison of overhead assignments to similar eervices or to a FOC method may be
appropriate for certain services where no alternatives are available, such as interconnection.
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believe that their current methodology provides a more precise measure of direct

cost factors for the UDB service.

Direct cost factors calculated by the AOCs represent the yearly expenses

generated as a result of the investment used to provide a service. There are two

types of factors used to develop annual costs. The first, referred to as annual

capital costs, includes depreciation, cost of money and income tax. The second

type, referred to as operating expenses, includes maintenance and ad valorem

taxes. A detailed discussion of each component of the direct annual charge factor

is contained in the Direct Case of the AOCs, April 21, 1992, pp. 14-17 and

Appendix B which are attached as Appendix 3.

As noted above, calculated using the AOCs' method, direct annual charge

factors are specific to the plant accounts of the invesbnent underlying the service.

In the case of the UDB Validation Query, the annual charge factor relative to the

Switching Control Point (SCP) is developed using various parameters, such as

the specific service/economic life, mortality curve, tax lives, salvage and

maintenance for this particular type of equipment.

On the other hand, a direct cost factor developed from ARMIS data for Total

Traffic Sensitive is not specific to the invesbnent or plant account providing the

service. It is at best, an average of several plant accounts, including a myriad of

accounts for Cable and Wire, Interoffice Transmission and Central Office

Equipment. Cable and Wire and Interoffice Transmission, for instance, include

Plant Accounts 2232, 2411, 2421, 2422, 2423 and 2441 which have depreciation

lives of 7, 35, 20, 20, 20 and 65 years respectively. With the exception of Account

2232, all other Plant Accounts far exceed the 7 year service life that was utilized

for the direct annual charge factor for the UDB Validation Query.

This difference in service lives directly impacts the calculation of depreciation

expense which is a component of direct cost. Use of the ARMIS data results in a
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depredation expense level that is 28.5% lower than the expense that is calculated

using the 7 year service life for the SCP investment specific to LIDS. Since

depredation expense is the largest component of direct cost (see Appendix 3),

this difference in methodology clearly explains why the direct cost factor

calculated by the AOCs is higher than the ARMIS based factor computed by the

Commission.

Maintenance expense is another area where the two methodologies may

produce disparate results. The AOCs' maintenance factors are specific to each

sub-account of the Plant Account and are developed from a three year average of

maintenance expense as reported on the General Ledger. This methodology

Produces a much more precise estimate of the maintenance expense that will be

incurred for UDB than the ARMIS method. Again, the ARMIS method is a

combination of several classes of plant, each with its own maintenance

characteristics. In fact, the maintenance factors implicit in the ARMIS data range

from .001 for Account 2422.1 - Underground Cable, Nonmetallic to .1633 for

Account 2421.2 - Aerial Cable, Metallic.
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APPENDIX I
Transmittal Bo. 575

3. "sl. of Ratemaklng

LIDS Service will be used by network providers to validate end user requests to place

alternately billed calls. Interexchange carriers validate Amerltech billing data today through

either a validation service provider or through direct licensing arrangements. Under direct

licensing arrangements, the licensing company can provide validation services itself. LIDS

Service represents the introduction of validation services provided directly by Ameritech.

The major use of LIDS Service will be to validate charges to calling cards isSued by an

Amerltech Operating Company. As a result, Amerltech LIDS validation services and

validation data are available largely as by-product sot the offering and promotion of

Amerltech Operating Company calling card services to end users as a convenient billing

option, just as other issuers of credit cards offer validation services In conjunction with their

billing services. The availability of AOC calling cards facilitates usage of both local

eXchange carrier and interexchange carrier networks. While some Interexchange carriers

offer their own calling cards to facilitate and promote use of their network to their end users,

the Amerltech Operating Companies promote use of their cards on all networks2 •

LIDS Service is a billing service which is unrelated to the routing of the calls. The AOCs

offer calling cards and validation service for tnt.exchange carriers as part of a billing

service. Interexchange carriers do not have to accept the AOCs' calling cards or validate

calls in order to complete the calis. Thus, lIDa service should not be required to be tariffed

or subject to the Commission's TiUe II jurisdiction. The AOC. are filing this tariff as an
interim measure pending the Commission's final decision in Docket No. 91·115.

UDS service is a new and discretionary HI'Vice for which competitive altematives exist

Thus, the only relevant teat for establishing ratllevela is the customer's wllngneaa to pay

and compliance with the Convnl.,on's net revenue fHt Interexchange carriers have
several biAing optfons including the 8bH1ty to Issue their own calling carda, enter Into an

arrangement with a cornpeIIve credit card provider (VISA. Master Card, American Express,

2 While the cost of promoting and lISutno Amertledl caIIng carda is not reflected In the LlDa
validation or transport query COlli, it Is clear that. In Iddltlon to promoting use of the
Amerltech IntraLATA network. benefits accrue to III ICa from Amerftech calling card
Issuance and usage promotion activities. Amerilech's expenditures on calRng card Issuance
and promotion in 1991 wfllexceed $6,000,000 for the standard AOC calnng card offering.
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Discover, etc.) or make other billing arrangements with the customer. In fact, the

Interexchange carriers are doing all of these today. Several interexchange carriers, such as

AT&T, offer their own credit cards and are fiercely promoting their use over other billing

mechanisms. In addition, several interexchange carriers have entered Into arrangements

with competitive credit card companies (VISAPhone with Mel and Discover Card with

Sprint). As a result of the existence of these alternatives, if the AOCs' LlDB validation rates

are set too high, then interexchange carriers will not accept the AOCs' calling card or use

LIDB Service, but will tum to other competitive billing services. Use of a strict cost plus

pricing formula may also result in rates that are too low such that competition among billing

service providers will be lessened. Thus, the only appropriate test for evaluating the

reasonableness of rates is the net revenue test. As demonstrated herein, the AOCs' rates

do produce a positive net revenue.

The charges for LlDB validation service compare favorably with the rates for similar

competitive validation services. The total proposed charge for a validation query Is $.03,

which Is comprised of a L1DB Transport charge of $.00012 and a LIDB Validation charge of

$.029880, both of which are required for every query. These charges are similar to the

$.038 charged by other validation service providers which license the AOCs' and other

LEes' data. This price of $.038 has undergone significant change going from $.22 In 1988

. to Its current level as a result of competition among multiple validation providers. The

proposed charge of $.03 per query is therefore reasonable when compared to the charge for

a competitively determined altemative. The charges are also above the incremental cost of

providing the service, and will thus provide a contribution to the recovery of overhead costs.

As demonstrated by the net revenue test and the Incremental cost data. the proposed rates

do not result In a subsidy from any other service since the existence of a positive net

revenue In the net revenue test required under Part 61.49 of the Commission's Rules

effectively demonstrates that no subsidy flows to L1DB Service at the rates proposed In this

filing.

While the use of Incremental cost as an Input to the net revenue test Is clearly relevant to

determine a minimum price for a service, most economists would agree that cost should

provide Uttle other Input to the pricing process. For example, prices cannot simply be set at

Incremental cost. It Is welf known that if all prices were set at incremental cost In an Industry

characterized by economies of scale, the firm would be unable to recover Its total cost of

operation. Therefore, prices must be set somewhere above incremental cost such that the
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sum of all charges covers the total cost of the fi", •. '-he difference between price and

incremental cost provides a contribution to joint and common costs, or overhead. But the

amount of contribution that each service provides in a multi-product firm can and should vary

considerably, because there is no ·besr amount of contribution that should be provided.

One common attempt at determining the ·correct allocation- of total cost to each product is

to use fully distributed costs. In spite of the well-known failings of fully distributed cost as a

pricing standard, and the arbitrary nature of such allocations], the AOCs have developed a

form of fully distributed cost for the two components of lIDB Service. The only use of such

a number, however, is for comparison to the contribution included in the proposed prices for

LIDS queries. While for certain services which are interrelated it may be reasonable to

expect approximately equal contribution margins to avoid discrimination between classes of

customers, no such rationale exists for LIDS Service. No customer is either benefited or

harmed compared to other customers by the level of contribution proposed for this service.

The proposed rates are Just and reasonable since they pass the net revenue test and are
above Incremental cost In addition. the proposed rates compare favorably with competitive

alternatives. As stated previously. the very existence of these alternatives will ensure that

the price Is reasonable through market dynamics. and no further review should be required.

Therefore. the proposed charges have been shown to be reasonable in all respects.

4. Demand

The LIDS query demand Is based on historical demand for alternate billing services. The

demand was grown each year to reflect an expected increase in IC requirements for support

for alternate blUing services. The demand wa adjusted to take into account the

replacement of shared AT&TIlEC calling carda with AT&T proprietary cards. (Query

demand would decrease because AT&T proprietary card queries would not be handled by

the LIDS). Demand was also adjusted because of an expected decrease in demand for
collect calls. Historically. a significant portion of collect calls have originated from prisons.
Changes In prison policy at selected facilities on telephone calling will enable Inmates to

place -sent paid· (paid for by the originator) rather than collect calls. The projected L1DB

query demand is shown in Exhibit 6.

3 See, for example, Baumof, Koehn and Wiflg, "How Atbftrary is Arbitrary? - or, Toward the Deserved
Demise of Full Cost Allocation,· PubHc Utilities Fottnightly, Volume 120, Number 5, Septermer 3,
1987, pp 16-21.
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EsLia.ted
Annual

Nuaber of
TraMactions

100,OOU

Averaqe
Transaction

A.ount

$ 25
50
75

100

Interchange
~

$0.]750
0.1500
1.1250
1.5000

Assess.ent
t:c.u

$0.0171
(). (1)45
0.0518
0.0690

Linkage and
Authorization
ACC-:S8_!;~

$0.(11)]1
0.091l
0.0911
0.0911

250,000 $ 2't 0.3750 0.0171 0.0781
50 0.7500 0.0145 0.0111
75 1.1250 0.0518 0.0711

100 1.5000 0.0690 0.07'.1

500,000 $ 2~ 0.3750 0.hl'1) 0.0664
50 0.7500 0.03"5 0.066"
75 1.1250 0.0518 0.066"

100 1.5000 0.0690 0.066"

1,000,000 $ 25 0.3150 0.0173 0.0630
50 0.1500 0.0345 0.0630
75 1.1250 0.0518 0.06)0

100 1.5000 0.0690 0.0630

5,000,000 $ 25 O. '..,50 0.0173 0.0603
~)O O.7~OO 0.0145 0.0603
'/5 1.1250 0.0518 0.0603

i100 1.5000 0.0690 0.060]

10,000,000, $ 25 0.1750 0.0173 0.0599 ~

50 0.1500 0.0345 0.0599 N

15 1.1250 0.0518 0.0599
100 I.!>OOO 0.0690 O.O~t.(j

H IUHUI.A: 'rot ,a 1 Cost. 1\.,. I :.JI' Pay.ent Oollar Aaount = Discount Rate





APPERDIX 3

4. The Factors AppUed to Investment
Are Reasonable and Consistent.

The Bureau asks filing carriers to identify and fully document the

factors applied to the investment to develop costs, cross-referencing to

ARMIS data, where appropriate.

a. Din AmYII CQlt Flctors.

The annual or recurring costs calculated by the Companies represent

the yearly exPenSeS generated as a result of the investment used to provide

the services. There are two types of factors used to develop annual costs. The

first, referred to as annual capital costs, includes depredation, cost of money

and income tax. The second type, referred to as operating expenses, includes

maintenance expense and ad valorem tax.

Appendix B details the Direct Annual Cost Factor for the STP and SCP

investment. .The development of this factor is representative of the

methodology used to calculate all Direct Annual Cost Factors. The annual

charge factors used for the DNAL direct cost development are exhibited in

AppendixC.

b. Daqiptign Of AnnulI Capital Costs.

1. Dcprcdltign.

•tw.Q...types of dePreciation are involved in the calculation of annual

capital costs - book depreciation and tax depredation. Book depreciation

allocates the cost of an asset over its life; it is a direct comPonent of recurring

capital costs. The annual book depreciation for the services was calculated by

spreading their total installed cost (less net salvage value) over the economic

life of their investment.
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Tax depredation is the schedule of expense deductions used in

calculating income tax liability. Income tax regulations allow lor the use of

accelerated tax depreciation and shortened prescribed tax lives for most new

investments. With accelerated tax depredation, tax depredation expenses are

greater during the earlier years of an users life, than in later years. Although

tax depredation is not a component of recurring capital costs, it does affect

income tax liability.

The depreciation component 01 the capital costs of the services reflects

an economic life of seven years and a net salvage value of 15.83%. The

resulting factor of 0.1399 was calculated by dividing leve1ized depredation

costs by the total investment.

2. CgIt of Monq.

Investors' capital is used to purchase telephone plant used to provide

the services. As a result, it is necessary to pay a return to investors for the use

of their capital. Cost of money is the amount which must be earned to cover

these financial commitments to the Companies' bondholders (inteteSt rate on

bonds) and shareholders (return on equity). The cost of money for the UDB

and STP Access services was determined by using the composite cost of capital

applied to net plant, where net plant is calculated by subtracting accumulated

depreciation from plant in service. The composite cost of capital is calculated

IS follows:
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% of Equity Equity
Return on x in Capital • Earnings
Equity (12.5%) Structure (65%) Fraction (8.1%)

% of Debt
Interest x in Capital • Interest
Rate (9.2%) Structure (35%) Fraction (3.2%)

The resulting composite cost of capital is 8.1% +3.2% or 11.3%. A 0.0521 factor

is derived by dividing the levelizecl cost of money by total invesbnent.

3. Inmmc T'I,

Income tax will be owed to federal and state governments because the

Companies will earn a return from the services. The income tax costs of the

services was developed using a ratio of federal and state income tax rates

applied to the portion of income resulting from the services. The composite

income tax rate was calculated as follows:

7.2% + «1-7.2%) x 34%). 38.75%

The state income rate in the above formula is 7.2% and the federal rate is 34%.

The resulting income tax factor is 0.0235, which is calculated by dividing the

levelized income tax expense by total investment.

1. MaintlNo",

Maintenance COlts will be incurred for the STP Acc:eu and LlDB

services in order to keep fadllties and equipment used to provide the services

in operating condition. Jnduded in this dauification are direct labor,

material and engineering associated with maintenance work.
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nw maintenance factors used in these studies represent the

relationship between maintenance expense and investment. This ratio of

maintenance expense to investment is based on data from the general ledger

(total year expenses and investments). The end of period account balances

reported in corporate general ledgers were used to develop average annual

investments for each plant account and average annual expense in each

associated maintenance account. These averages are based on three

consecutive years of data. Current Costs/Book Cost ratios were developed

and used to convert each year's average investment to a dollar value

consistent with expense donars associated with that investment. The

resulting maintenance fador used for the SCP and STP investment is 0.0126.

2. Ad YalQl'llll T'I,

The ad valorem tax factor used in theBe studies represents taxes levied

by some states on the assessed value of plant used to provide the services.

The factor includes personal property and capital stock taxes and is applied to

total investment. The ad valorem tax factor used in the studies is 0.003.

d. Overhead Jpecfinl,

A Fully Diltributed Cost (PDC) Annual Charge Factor (ACF) was

deveIciPed fOr the .tudies from the 1990 ARMIS Report for Local Transport.

The PDC ACP repreMntl the annual costs asaociated with Local Transport

investment as determined by Part 69 Rules. This factor was calculated by

dividing the portion of total direct and indirect costs allocated to Local

Transport by the

This6 9
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AMEAITECH
DIRECT ANNUAL COST FACTOR

STP/SCP INVESTMENT

L1 DEPRECIATION 0.1399

L2 COST OF MONEY 0.0621

L3 INCOME TAX 0.<235

L4 TOTAL CAPITAL COST FACTOR (L1+l2+L3) 0.2155

1.5 MAINTENANCE 0.0728

La AD VALOREM TAX 0.0030

L7 OPERATING EXPENSE FACTOR (L5+L8) 0.0758

La TOTAL ANNUAL COST FACtOR L4+L7 0.2911 *

·Direct AnrwI Colt F-=tar...... In T,."."IIIII574. Exhblt 41nd Transmittal 575.
!xh1)1t3.
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